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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

KROUPA, Judge: Respondent determi ned a $30, 618 defici ency
in petitioner’s Federal inconme tax for 1998 and that petitioner
was |iable for a $5,789 accuracy-rel ated penalty for substanti al

under st at enent under section 6662(a).! After concessions,? we

IAIl section references are to the Internal Revenue Code in
effect for the year at issue, and all Rule references are to the
Tax Court Rules of Practice and Procedure, unless otherw se
i ndi cat ed.

2Petitioner conceded respondent’s disall owance of
(continued. . .)
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are asked to decide whether petitioner is entitled to deduct
$158, 381 as a business bad debt in 1998 under section 166 and
whet her the accuracy-rel ated penalty under section 6662(a) shoul d
apply. W hold that petitioner is not entitled to deduct
$158, 381 as a business bad debt and that the accuracy-rel ated
penal ty applies.
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
incorporated by this reference. Petitioner resided in Anoka,
M nnesota, at the tinme he filed the petition in this case.

Petitioner has owned and operated Egan G I, a sole
proprietorship, for 43 years. Egan Ol is a distributor of Exxon
Mobi | petrol eum products. Egan O purchases petrol eum products
from Exxon Mobil and then resells themto custonmers such as
service stations and conveni ence stores.

One of Egan G|’ s custoners was Brooks Foods, Inc. (Brooks
Foods), a chain of food stores owned by a prom nent | ocal
busi nessman naned Brooks Hauser. M. Hauser encountered business
difficulties in 1993 and 1994 and fell behind on his paynents to
Egan G| for petrol eum products Brooks Foods had purchased.
Petitioner knew M. Hauser was attenpting to rebuild his business
and was seeking to refinance. To protect hinself fromthe

rapi dly increasing balance, petitioner decided to allowonly a

?(...continued) _
petitioner’s net farmloss and respondent’s reduction of
petitioner’s honme nortgage interest deduction.
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bal ance of $400,000 at any one tinme. This limt was
approximately a week’s worth of Brooks Foods’ purchases of
petrol eum products fromEgan G|. |f Brooks Foods owed nore than
$400, 000, Egan G| would not deliver any nore petrol eum products
to Brooks Foods until Brooks Foods reduced its outstanding
bal ance bel ow $400, 000.

Br ooks Foods was approaching its $400,000 credit limt with
Egan G| in May 1993. To all ow Brooks Foods to continue buying
fuel fromEgan G|, M. Hauser nmade two personal notes in My
1993, each for $100,000, in favor of petitioner.

These notes represented M. Hauser’s personal guaranty that
t he $200, 000 Brooks Foods owed to petitioner would be paid.

Al t hough there is nothing in the record showing M. Hauser ever
made any paynents on these notes, Brooks Foods did continue

pur chasi ng and paying for fuel fromEgan G1l. M. Hauser also
informed petitioner that he nade petitioner a beneficiary on the
life insurance policy insuring M. Hauser’s life.

M. Hauser died in 1994 with a balance still owing from
Brooks Foods to Egan Ol. After M. Hauser’s death, petitioner
contacted the |ife insurance conpany insuring M. Hauser’s life,
but | earned that despite M. Hauser’'s representations, petitioner
was not, in fact, a beneficiary of the policy insuring M.

Hauser’'s |i fe.
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Petitioner began further collection efforts in 1995.
Petitioner first unsuccessfully demanded paynent from Brooks
Foods. Petitioner then filed a | awsuit agai nst Brooks Foods and
Peggy Ann Hauser (Ms. Hauser), M. Hauser’s widow, to attenpt to
recover the debt. M. Hauser’s attorneys responded by a letter
to petitioner in February 1995, stating that the suit against M.
Hauser shoul d be di sm ssed as she had no active involvenent in
Brooks Foods. In addition, the letter stated that secured
creditors or other parties who becane sharehol ders before M.
Hauser’s death had control over all the stock of Brooks Foods.
Petitioner could not recall the outcone of the litigation at the
time of trial in this case, but he believed it had gone to court
and was apparently unsuccessful. M. Hauser later filed
bankruptcy and received a discharge in 1998.

Petitioner reported Egan O |l’'s incone and expenses using the
accrual nmethod on a Schedule C, Profit or Loss from Business, for
1998. Petitioner deducted $158,381 in 1998 as a busi ness bad
debt attributable to Brooks Foods. Petitioner reported taxable
i ncome of $7,442 and tax of $1, 052.

Petitioner claimed that Brooks Foods owed $420,000 in total
to Egan G| and that $200, 000, represented by the notes, was
secured. Petitioner’s accountant, Emle Rabinowitz (M.

Rabi nowi t z), advised petitioner to deduct $158, 381, but neither
petitioner nor M. Rabinow tz explained how they conputed this
anount. At the time of trial, petitioner no | onger had records
or business |edgers for 1992 through 1995 refl ecting deliveries

to, or accounts receivable from Brooks Foods. M. Rabinowitz
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did not think it necessary for petitioner to keep these records
because respondent had already audited petitioner’s gross
recei pts for 1992 through 1995 and those years had been settl ed.

Federal and State regulations required petitioner to keep
books and records for his business recording each gallon of the
approximately 40 mllion gallons that Egan Q| sold each year.
Petitioner had a systemto track sales on a 3-day and a nonthly
basis. Several different taxing authorities exam ned
petitioner’s records, including respondent as well as State sal es
tax and excise tax authorities.

Petitioner’s accountant, M. Rabinowtz, was convicted in
1994 of conspiracy to defraud and i npede the Internal Revenue
Service (IRS) and of filing a false incone tax return. M.
Rabi nowitz was inprisoned for approximately 3 years for these
crinmes. Petitioner was aware of the trial, conviction, and
i nprisonment of M. Rabinowitz, but he was not involved in the
crime or the crimnal proceedings agai nst M. Rabi nowtz.

Respondent exam ned petitioner’s return for 1998 and i ssued
petitioner a Notice of Deficiency dated Decenber 16, 2003
(deficiency notice), disallow ng petitioner’s business bad debt
deduction attributable to Brooks Foods and determ ning that the
accuracy-rel ated penalty should be inposed.® Petitioner tinely

filed a petition for revieww th this Court.

3In the deficiency notice, respondent al so disall owed
petitioner’s net farm|oss and reduced petitioner’s honme nortgage
i nterest deduction. Petitioner has conceded these adjustnents.
Therefore, the only issues before us are the business bad debt
deducti on and the accuracy-rel ated penalty.
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OPI NI ON

We are asked to decide whether petitioner may deduct
$158, 381 as a business bad debt in 1998. Respondent argues that
petitioner may not deduct $158,381 as a business bad debt because
petitioner has not substantiated the anount of the deduction nor
established that the debt becane worthless in 1998. Respondent
al so argues that the accuracy-rel ated penalty shoul d be inposed.

Petitioner admts that he does not have records supporting
t he deduction. Petitioner asserts that respondent is estopped
fromarguing that petitioner |acks the requisite docunentation
because respondent audited petitioner’s gross receipts for 1994
and that year has been settled. Petitioner also argues that he
has established that Brooks Foods owed Egan G| nore than the
$158,381 clained and that it is irrelevant when petitioner
cl aimed the deduction because the deduction would have resulted
in a net operating loss that petitioner could have carried
backward or forward under section 172. Sec. 172(b)(1)(A). On
this basis, petitioner also argues that the accuracy-rel ated
penal ty should not be inposed. W address each issue in turn.
We begin with the burden of proof.

| . Burden of Proof

In general, the Conm ssioner’s determnations in the
deficiency notice are presuned correct, and the taxpayer bears
the burden of proving that the Comm ssioner’s determ nations are

inerror. See Rule 142(a); Wl ch v. Helvering, 290 U. S. 111, 115

(1933). Under certain circunstances, however, section 7491(a)
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shifts the burden of proof to the Conm ssioner provided the
t axpayer conplies with substantiation requirenments, naintains al
requi red records, and cooperates with the Comm ssioner’s
reasonabl e requests. 1d.*

We decline to shift the burden of proof to respondent.
Petitioner has not substantiated the bad debt deduction nor
mai ntai ned the required records.® Sec. 7491(a)(2)(A) and (B).

The burden of proof, therefore, remains with petitioner.

“Sec. 7491 is effective with respect to court proceedi ngs
arising in connection with exam nations by the Conm ssi oner
comencing after July 22, 1998, the date of enactnent of the
I nt ernal Revenue Service Restructuring and Reform Act of 1998,
Pub. L. 105-206, sec. 3001(a), 112 Stat. 726.

SPetitioner relies on the footnote to the Senate report on
sec. 7491 to argue that he should still be entitled to shift the
burden of proof because his records were |ost through no fault of
his own. See S. Rept. 105-174 at 46 n.27 (1998), 1998-3 C. B
537, 582. Petitioner’s reliance is msplaced. First, petitioner
m sinterprets the neaning of the footnote. The Senate was
describing the rule that permts reconstruction of records in a
situation where records are destroyed by no fault of the taxpayer
and stated that these existing rules would continue to apply.

See id.; see, e.g., sec. 1.274-5T(c)(5), Tenporary |Incone Tax
Regs., 50 Fed. Reg. 46022 (Nov. 6, 1985). The footnote does not
suggest that a taxpayer who failed to maintain any records nmay

still shift the burden of proof to the Comm ssioner. Second,
petitioner has not introduced evidence that he maintained the
requi site records. |If the records generated by his periodic

reporting systemfor each gallon of gas sold were i ndeed danmaged,
petitioner presumably kept |edgers or journal entries show ng
accounts receivabl e and the outstandi ng bal ance. No evi dence of
this type was introduced, however. Further, petitioner

i ntroduced no evidence of the damage other than a vague all usion
in M. Rabinowitz' s testinony that the backup records “got wet or
sonet hi ng, nol dy” and were therefore discarded. The paucity of
the records introduced | eaves us unable to assess whether it was
appropriate to discard the backup records.



1. Subst anti ati on

We next address whether petitioner is entitled to the
$158, 381 busi ness bad debt deduction respondent disallowed in the
deficiency noti ce.

Deductions are a matter of |egislative grace, and the
t axpayer has the burden of proving that he or she is entitled to

the clai ned deductions. Rule 142(a); I NDOPCO, Inc. V.

Commi ssioner, 503 U.S. 79, 84 (1992). This includes

substantiati ng the amounts cl ai med as deducti ons by mai ntai ni ng
the records necessary to establish that he or she is entitled to

t he deduction. Sec. 6001; Hradesky v. Conm ssioner, 65 T.C 87,

89-90 (1975), affd. per curiam540 F.2d 821 (5th Cr. 1976); sec.
1.6001-1(a), (e), Income Tax Regs. Wiile we nay estimate the
amount of all owabl e deducti ons where there is evidence that
deducti bl e expenses were incurred, we nust have sone basis on

which an estimate may be made. WIllianms v. United States, 245

F.2d 559 (5th G r. 1957); Cohan v. Conm ssioner, 39 F.2d 540 (2d

Cir. 1930); Vanicek v. Conmm ssioner, 85 T.C 731, 742-743 (1985).

Wt hout such a basis, any all owance woul d anount to ungui ded

| argesse. WIllians v. United States, supra at 560.

Petitioner failed to introduce evidence to substantiate the
anount of the bad debt deduction. Wile petitioner introduced
two notes made by M. Hauser, the notes are not in the anount of
t he deduction, and petitioner did not explain howthe $158, 381
amount was cal cul ated, nor how the $158,381 related to the

$200, 000 of notes or the $420, 000 of cl ai nmed i ndebt edness Brooks
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Foods owed to petitioner. Moreover, petitioner introduced no
busi ness records show ng how much Brooks Foods had purchased from
Egan G| nor any records of what the outstandi ng bal ance was from
time totime. W are left to speculate as to the anmount and are
therefore unable to estimte the anount of the deduction under

the Cohan rule. See Cohan v. Commi Ssioner, supra at 543-544;

Wrthington v. Commi ssioner, T.C Mno. 1999-113; Kimyv.

Commi ssioner, T.C Menp. 1995-598. Introducing evidence of a

debt is not sufficient to substanti ate the deduction of a
different anmbunt. The anount of the deduction is what nust be

substanti ated. See Hradesky v. Commi SSioner, supra.

Petitioner also argues that respondent should be estopped
fromarguing that petitioner |acked the necessary docunentati on.
Petitioner, relying on a previous audit of petitioner’s gross
recei pts for 1994, explained that he considered the year closed
and therefore destroyed records for 1994. W disagree. Wile
the gross receipts audit may have shown the anmount sold, it in no
way establishes how much Brooks Foods purchased or, nore
importantly, how nmuch Brooks Foods owed. Petitioner failed to
i ntroduce evidence of |edgers or journal entries he presunmably
kept show ng his accounts receivable and the outstandi ng bal ance,
essential information that woul d prove the correct anount of the
deducti on.

Moreover, we are skeptical how an astute businessman |ike
petitioner expected to be repaid the anobunt owed if he | acked the

docunentation to show how nuch Brooks Foods owed. |If petitioner
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w shed to deduct the bad debt in 1998, petitioner should have
taken nmeasures to preserve the requisite records, even though the
sales to which the alleged debt related were in 1994.

Accordingly, we find that petitioner has not introduced
evi dence to substantiate the deduction, and therefore, petitioner
may not deduct any anmount with respect to the bad debt allegedly
owed hi m by Brooks Foods.®

[11. Year of Wirthl essness

We next address petitioner’s argunent that it is irrelevant
whi ch year petitioner clained the deduction because it would have
created a net operating |loss that petitioner could have carried
forward or backward under section 172. See sec. 172(b)(1)(A).
Petitioner’s position is contrary to established | aw

The bad debt deduction is available only for those debts
t hat beconme worthless during the taxable year. Sec. 166(a)(1).
Mor eover, petitioner nust prove that the debt had value at the

begi nning of the year and that it becanme worthl ess during that

SPetitioner also failed to prove that the debt was bona
fide. See sec. 166(a)(1l). Petitioner did not show that a valid,
enforceabl e obligation was created to pay a fixed or determ nable
sum of noney. See sec. 1.166-1(c), Inconme Tax Regs. In
addition, petitioner did not show whether interest was charged,
whet her Egan O | recorded the anmount allegedly owed as a debt on
its books, whether any paynents were nade on the debt, or whether
Egan G| had any coll ateral other than the note or the alleged
life insurance policy. W have no proof of these facts other
than petitioner’s own testinony that a petrol eum purchase
transaction took place between Brooks Foods and Egan O 1. The
notes M. Hauser made to guarantee paynent, sinply a formal
i ndication that a debt was owed, are not sufficient to establish
that a bona fide debt existed. See Sundby v. Comm ssioner, T.C.
Meno. 2003-204; Hotel Cont’l., Inc. v. Conm ssioner, T.C Meno.
1995- 364, affd. w thout published opinion 113 F. 3d 1241 (9th Cr
1997) .
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year. Hotel Cont’'l., Inc. v. Conmm ssioner, T.C Meno. 1995- 364,

affd. without published opinion 113 F.3d 1241 (9th Cr. 1997).
Wort hl essness is an objective determ nation, but is generally
fixed by identifiable events that formthe basis of reasonable

grounds for abandoni ng any hope of recovery. Am Ofshore, Inc.

v. Comm ssioner, 97 T.C. 579, 594 (1991); Dustin v. Conmm ssioner,

53 T.C. 491, 501 (1969), affd. 467 F.2d 47 (9th Cr. 1972); Hotel

Cont’l., Inc. v. Conm ssioner, supra. Debts are wholly worthl ess

when the taxpayer had no reasonabl e expectation of repaynent.

Crown v. Conm ssioner, 77 T.C. 582, 598 (1981).

Petitioner is not entitled to a bad debt deduction in 1998
because petitioner has failed to show the debt had value at the
begi nning of 1998. In fact, the evidence of petitioner’s
collection efforts in earlier years tends to show that any val ue
the debt had was | ost before 1998. For exanple, M. Hauser died
in 1994, M. Hauser was the sole or najority sharehol der of
Brooks Foods. There is evidence that secured creditors or other
parti es who becane sharehol ders of Brooks Foods before M.
Hauser’s death had control over all the stock shortly after M.
Hauser died. |In addition, correspondence fromthe life insurance
conpany that insured the life of M. Hauser in 1994 indicated
petitioner was not entitled to any life insurance proceeds.
Petitioner filed a | awsuit agai nst Brooks Foods and Ms. Hauser
attenpting to recover the debt in 1995, which was ultimtely
fruitless. This evidence supports the conclusion that the debt

had no val ue by the begi nning of 1998.
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The only evidence linking the debt to 1998 is Ms. Hauser’s
di scharge in bankruptcy for that year. W find no connection
bet ween Ms. Hauser’'s bankruptcy and the clai ned bad debt. M.
Hauser was not the debtor, and she was not connected to the
busi ness. Moreover, petitioner has not shown how Ms. Hauser
could otherw se be liable for Brooks Foods’ debts. Accordingly,
we find her bankruptcy discharge is of no consequence to the
wort hl essness of the debt. 1In fact, the 1995 letter to
petitioner fromM. Hauser’s attorneys indicated to petitioner
that he would not likely collect fromM. Hauser. Petitioner did
not introduce any evidence of actions petitioner took with
respect to the debt from 1995 to 1998. Unfortunately, it appears
that M. Hauser duped petitioner the sane as Ms. Hauser’s
attorneys stated that M. Hauser had duped others.

We are convinced that any debt of Brooks Foods to Egan QG|
had no val ue before 1998. Petitioner may not, therefore, deduct
t he debt owed by Brooks Foods in 1998 because petitioner has not
substanti ated the anmount of the deduction nor shown that it
became worthless in 1998.

V. Accuracy-Related Penalty

We turn now to respondent’s determ nation in the deficiency
notice that petitioner is liable for the accuracy-rel ated penalty
under section 6662. Respondent has the burden of production
under section 7491(c) and nust cone forward with sufficient
evidence that it is appropriate to i npose the penalty. See

H gbee v. Conm ssioner, 116 T.C 438, 446-447 (2001).
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Respondent determ ned that petitioner is liable for the
accuracy-rel ated penalty for a substantial understatenent of
i ncone tax under section 6662(b)(2) for 1998. There is a
substanti al understatenent of incone tax if the anmount of the
under st at ement exceeds the greater of either 10 percent of the
tax required to be shown on the return, or $5,000. Sec.
6662(d) (1) (A); sec. 1.6662-4(a), Incone Tax Regs.

Petitioner reported tax due of $1,052, while respondent
determ ned the required tax due was $31,670, and therefore
determ ned a deficiency of $30,618. Petitioner understated his
income tax for 1998 in an anobunt greater than $5,000 or 10
percent of the tax required to be shown on the return.

Respondent has, therefore, net his burden of production with
respect to petitioner’s substantial understatenent of incone tax.

The accuracy-rel ated penalty under section 6662(a) does not
apply to any portion of an underpaynent, however, if it is shown
that there was reasonabl e cause for the taxpayer’s position and
that the taxpayer acted in good faith with respect to that
portion. Sec. 6664(c)(1); sec. 1.6664-4(b), Incone Tax Regs.
The determ nati on of whether a taxpayer acted with reasonabl e
cause and in good faith depends on the pertinent facts and
circunst ances, including the taxpayer’'s efforts to assess his or
her proper tax liability, the know edge and experience of the
t axpayer, and the reliance on the advice of a professional. Sec.

1.6664-4(b) (1), Incone Tax Regs.
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When a taxpayer selects a conpetent tax adviser and supplies
himor her with all relevant information, it is consistent with
ordi nary business care and prudence to rely upon the adviser’s
prof essi onal judgnent as to the taxpayer’s tax obligations.

United States v. Boyle, 469 U S. 241, 250-251 (1985). To prove

reasonabl e cause due to reliance on the advice of a tax adviser,
however, the taxpayer nmust show that the adviser was a conpetent
professional with sufficient expertise to justify reliance.

Neonat ol ogy Associates, P.A. v. Comm ssioner, 115 T.C. 43, 99

(2000), affd. 299 F.3d 221 (3d Cr. 2002); Ellwest Stereo

Theatres v. Conmi ssioner, T.C. Menp. 1995-610.

Petitioner bears the burden of proof with respect to the

defenses to the accuracy-related penalty. Hi gbee v.

Conm ssi oner, supra. Petitioner has not proven that either his
attorneys or accountants, on whomhe clains to have relied, were
conpetent professionals wth sufficient expertise to justify
reliance or that he provided themwth all relevant information.

See Ellwest Stereo Theatres v. Conmm SSioner, supra. Petiti oner

i ntroduced no evidence of the identity of the attorneys on whom
he relied, much less their qualifications and expertise in terns
of tax matters. See id. W therefore do not find that
petitioner has shown these advisers to be conpetent professionals
with significant expertise so that his reliance on themis

justified. See Neonatology Associates, P.A v. Conm Ssioner,

supra; Ellwest Stereo Theatres v. Conm Ssi oner, supra.
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Petitioner does claimto have relied on the advice of M.
Rabi nowi tz, his accountant, who testified at trial. W note,
however, that petitioner knew of M. Rabinowitz' s trial
conviction in 1994, and incarceration for conspiracy to defraud
and inpede the IRS and for filing a false tax return. W do not
find that under these circunstances any reliance upon M.
Rabinowitz for tax advice was justified. Nor is there proof that
M. Rabinowtz was supplied with all information relevant to the
itens on petitioner’s return. Thus, we do not find that
petitioner acted wth reasonable cause and in good faith.

After considering all of the facts and circunstances, we
find that petitioner has failed to establish that he had
reasonabl e cause and acted in good faith with respect to the
understatenent. Accordingly, we find that the accuracy-rel ated
penalty applies to petitioner’s underpaynent in 1998.

We therefore find that petitioner may not deduct the
$158,381 as a bad debt in 1998 and that petitioner is liable for
the accuracy-related penalty. Accordingly, we shall sustain
respondent’s determ nations in the deficiency notice.

To reflect the foregoing,

Deci sion will be entered

for respondent.




